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Unamortized Discount and 
Redemption Premium on Bonds 
Refunded 
Question 
THE treatment of unamortized discount and redemption premium at the retirement of bonds by the creation of new debt well illus-
trates some of the recent developments and tendencies of accounting, 
and has been the subject of extended study and pronouncement by 
regulatory bodies. It has therefore been selected by the committee 
as the appropriate subject for its initial major study, and the results 
are presented in greater detail than will be necessary for some other 
topics. 
Discussion of the question in the past has revolved mainly about 
three methods of disposing of the unamortized balance: 
1. A direct charge to earned surplus; 
2. Amortization over the remainder of the original life of the issue 
retired; or 
3. Amortization over the life of the new issue. 
Each of these methods has found considerable support in regulatory 
decisions and technical discussions. The conclusions reached by the 
committee in regard to them are given here. 
O P I N I O N 
1. The first alternative, writing off the amount to earned surplus 
when the refunding takes place, conforms more closely than any other 
to hitherto accepted accounting doctrines and has the support of a 
decision of the Supreme Court and the approval of many regulatory 
bodies. 
In the opinion of the committee it is clearly a permissible method, 
and there is no occasion for qualification of the report in cases in which 
it is employed. At the same time, this method is open to the objection 
that while conservative with respect to the balance-sheet, it tends to 
produce an understatement of income charges for the cost of borrow-
ing. The committee attached weight to this objection, especially in 
view of the growing recognition of the importance of the income ac-
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count as compared with the balance-sheet. As a general principle, 
the committee favors the absorption of charges in the income account 
and a corresponding limitation of charges to earned surplus. 
If the debt is finally discharged—otherwise than by refunding— 
prior to the original maturity date of the issue, any balance of discount 
and redemption premium then remaining on the books should be 
written off at the date of such retirement. 
2. The second alternative, distributing the charge over the original 
life of the bonds refunded, has in the opinion of the committee con-
siderable support in accounting theory and has the great merit that 
it results in the reflection of the expense as a direct charge under the 
appropriate head in a series of income accounts. 
The committee is clear that this method should be regarded as 
permissible, and expresses the further opinion that it perhaps conforms 
more closely than either of the other methods to the current trend of 
development of accounting opinion. 
The committee is not prepared at this time to express a preference 
for this method so definite as to call for a qualification of the certificate 
if any other method is employed, but proposes to reconsider this aspect 
of the question as a part of a study to be undertaken of the general 
question of charges to earned surplus. 
3. The third alternative, amortization over the life of the new issue, 
does not seem to be adequately supported by accounting theory, but 
to run counter to generally accepted accounting rules. I t does not 
seem to possess any marked practical advantages in comparison with 
the second alternative of amortization over the life of the old issue, 
which finds far better support in accounting theory—on the contrary, 
it seems to the committee to exaggerate the annual saving from re-
financing, and therefore may tend to encourage transactions which are 
not, when properly viewed, advantageous. Although this method has 
in the past been freely permitted by regulatory bodies, the committee 
believes that it should not be regarded by the profession as an accept-
able method for the future. I t must, of course, be permissible for cor-
porations to adopt it in cases where it has been prescribed or author-
ized by regulatory bodies to which they are subject. The committee 
believes that in any other cases in which this method is employed an 
accountant should make an exception in respect of such treatment 
from any certification that the accounts conform to accepted account-
ing principles. 
4. The committee is further of the opinion that, if the unamortized 
discount and redemption premium are carried forward after refund-
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ing, it should be regarded as permissible to accelerate the amortization 
of the amount as long as the charge is made against income and is 
not in any year so large as seriously to distort the income figure for 
that year. 
Whatever method is employed, it should be clearly disclosed, and 
if the unamort ized discount and redemption premium on refunding 
are carried forward, the amount of the annual charge should, if 
significant in amount , be shown separately f rom other charges for 
amortization of bond discount and expense. 
T h e considerations which have led the committee to the conclusions 
herein expressed are set forth in detail in the memorandum which 
follows: 
M E M O R A N D U M R E G A R D I N G U N A M O R T I Z E D DISCOUNT AND 
REDEMPTION PREMIUM UPON THE REFUNDING OF BONDS 
(1) General considerations 
In this memorandum the committee will endeavor to present the 
arguments for and against the several alternative methods of t rea tment 
of unamort ized discount and redemption premium on refunding of 
bonds, and to reach a conclusion on the question of which method or 
methods should be regarded as acceptable and whether any one 
method should be regarded as definitely preferable to others. I t will 
a t tempt to discuss the subject in such a way as to bring out clearly 
those considerations which have a more general application than to 
this part icular question. 
( 2 ) The case considered 
I t will probably be convenient to consider in the first instance 
the general question in relation to a hypothetical case, leaving any 
problems involved in less typical cases for later consideration. 
T h e hypothetical case which will be assumed is as follows: A cor-
poration in 1929 issued $10,000,000 face value of bonds matur ing 
in 25 years, bearing coupons at the rate of 5 % ; the net proceeds of 
the issue were $9,654,000, making what is usually called the "effective 
r a t e" of interest 5¼%. In accordance with the customary practice, 
it recorded the face value of the bonds as a liability on its books, 
and entered the difference between the face value and the net pro-
ceeds as unamortized bond discount and expense, the amount being 
$346,000. In the succeeding 10 years, it charged to its income account 
the interest accruing annually a t the coupon rate and a provision 
for amortization of bond discount and expense at the annual ra te of 
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1 /25th of $346,000, or $13,840, so that at the end of exactly 10 years 
f rom the original issue it had written off $138,400 and was carrying 
a balance of $207,600. 
At the end of 10 years it retired the bond issue, in accordance with 
the provisions of the contract, at 105% of par, raising the amount re-
quired for the purpose by an issue of new bonds matur ing in 25 years 
and bearing a coupon at the rate of 3 ½ % per annum, which it sold 
a t such a price as to make the net proceeds exactly equal to the par 
value of the bonds. (For the sake of simplicity, the repayment of the 
old bonds and the issue of the new will be regarded as taking place 
simultaneously.) 
T h e question then to be decided is, what disposition should be made 
of the unamortized discount and expense item of $207,600 and the re-
demption premium over par of $500,000 paid on the issue retired. 
After examination of a considerable number of reports, the committee 
believes the case is typical in so far as the redemption premium is 
larger than the unamortized discount and as there is a clear benefit 
f rom refunding greater than the amount of tha t discount. 
(3) Treatment of discount on bonds in general 
I t seems desirable to discuss briefly the present method of treating 
discount on bonds in general, particularly because a change of opinion 
in regard to such treatment has taken place in recent years which may 
be significant in its bearing on the question now under consideration. 
Present-day treatment recognizes that on an issue of bonds the 
amount agreed to be paid (whether nominally as interest or as principal) 
in excess of the net proceeds constitutes the compensation paid for 
the use of the money. Where bonds are issued at a discount, it is 
customary to charge the coupon interest directly to income account 
and to distribute the discount over the term of the bond issue, under 
the general accounting rule that expenditures made for a future bene-
fit should be charged against the period during which the benefit 
may be expected to be received. 
Unti l the early days of the century, it was common to regard such 
discount as being a capital charge; and when the unsoundness of this 
t reatment was recognized, alternative methods of t reatment became 
accepted, under one of which the discount was distributed over the 
term of the issue, and under the other, the discount was charged im-
mediately against surplus, the latter being regarded generally as the 
preferable course. Even today, the Interstate Commerce Commission 
grants an option to railroads under its jurisdiction to charge bond dis-
count to profit and loss (surplus) when the bonds are issued, or to an-
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ticipate by an appropriat ion f rom profit and loss the amortization of 
such charges through income in later years (Accounting Classification 
rev. to J a n u a r y 1, 1936, pages 191 and 197). 
This committee is of the opinion that the t reatment of such discounts 
as a par t of the cost of borrowed money in the annual income account 
of the company to be distributed systematically over the term of the 
issue is the sound accounting procedure, and it believes that this view 
is shared by the overwhelming majori ty of present-day accounting 
authorities. T h e anticipation of this income charge by a debit to 
income of a previous year or to surplus has in principle little more 
justification than would a corresponding t reatment of coupons due in 
future years. 
This history of the change of opinion on the proper t reatment of 
bond discount in general is significant not only in itself, bu t because 
of its bearing on the att i tude of regulatory bodies. I t is not surprising 
that regulatory bodies, which have sanctioned the charging of discount 
on bonds still outstanding against profit and loss (surplus) should 
authorize a similar t reatment of unamort ized discount on bonds 
refunded. 
The change also illustrates a general alteration of viewpoint of 
far-reaching importance. T h e argument in favor of immediately 
writing off discount was that it extinguished an asset tha t was only 
nominal in character and resulted in a conservative balance-sheet. 
In recent years, the weight at tached to this argument has steadily 
diminished and increasing weight has been given to the arguments 
that all such charges should be reflected under the proper head in the 
income account, and that conservatism in the balance-sheet is of 
dubious value if at tained only at the expense of a lack of conservatism 
in the income account, which is far more significant. 
(4) Should bond discount and redemption premium be 
dealt with separately or as one? 
As a preliminary mat ter it may be desirable to consider the sugges-
tion sometimes made that the unamort ized discount and the premium 
on redemption perhaps require different t reatment. This suggestion 
seems to the committee to be largely a reflection of the common prac-
tice of at taching undue importance to the nominal par value of bonds 
and the nominal interest rate thereon. 
T h e real premium paid on redemption is the difference between 
the redemption price and the present value a t the redemption date of 
the liability to matur i ty under the old issue, computed at the effective 
rate of interest a t which the loan was originally contracted. This is 
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true, notwithstanding the fact that in determining whether or not 
refunding is advantageous, only the redemption price enters into the 
computat ion. 
Thus, in the hypothetical case assumed, in order to determine what 
interest rate would make refunding advantageous we have to ascertain 
the effective yield of a 5 % bond with 15 years to run, bought at the 
redemption price of 105. Since we find this to be 4.54%, the refunding 
will be advantageous if and to the extent that it can be effected a t a 
ra te lower than 4.54%. However, the amount of p remium to be 
considered at the time of refunding is the difference between the pres-
ent value of the amount due at matur i ty on the original issue rate of 
namely 97.43% of par , and the redemption price of 105; this 
difference is 7 .57% of the par value, or $757,000. (See Appendix B.) 
T h e charge for amortization of the discount and premium, added to 
an effective rate of 4 .54% on the new issue, will bring the total charge 
u p to the equivalent of a 5 ¼ % basis, the effective rate on the old issue. 
(See Appendix C.) 
The conclusion is that the unamort ized discount and redemption 
premium should be dealt with as one. 
(5) The alternative methods of treatment of unamortized discount and re-
demption premium that have received substantial approval 
These are three in number : 
a. A direct charge to earned surplus; 
b. Amortization over the remainder of the original life of the issue 
retired; and 
c. Amortization over the life of the new issue. 
T h e existence of three approved methods is at tr ibutable part ly to 
difference of opinion as to the accounting rule properly applicable, 
part ly to differences in the interpretation of the facts themselves, 
and part ly to consideration of the practical results of alternative forms 
of t reatment . 
(6) The accounting doctrines involved 
T h e accounting rules, the applicability and interpretation of which 
are subjects of argument, are: 
a. T h e rule that a loss or expense should be written off not later 
than the time when the series of transactions giving rise to it is 
completed; 
b. T h e rule that when a cost is incurred the benefit of which may 
reasonably be expected to be realized over a period in the future, 
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it should be charged against income over such period rather than 
against income of the period in which the amount is paid or 
ascertained. 
Conflict between these two rules is not infrequent in accounting. 
As the emphasis has shifted f rom the balance-sheet to the income 
account, the tendency has been to bring more and more transactions 
within the second rule. 
T h e completed transaction rule has undoubtedly serious defects. 
In the first place, it enables the accounting corporation to avoid taking 
an indicated loss by refraining f rom completing the transaction which 
would make it necessary to accord accounting recognition to that loss. 
A common instance is the failure to dispose of fixed assets that have 
become in fact obsolete and, apar t f rom salvage value, worthless. 
In the second place, it is apt to result in charges which are relatively 
large in amount and which are not fairly at t r ibutable to the period 
in which the transaction is completed. If the charge is made against 
the current income account, the results for tha t year are distorted, 
while if the charge is made against surplus, the fact that it is a proper 
charge against income for some period or periods is ap t to be over-
looked. There is today a definite and growing disposition to avoid 
such results wherever possible by distributing charges over a period of 
years and of reflecting them under the appropriate head in the income 
account. 
(7) Questions of fact and interpretation of fact 
As has been pointed out already in paragraph (4), unamort ized 
bond discount and redemption premium together represent (though 
with only approximate accuracy) the amount required to be paid for 
the privilege of terminating a borrowing contract. T h e advocates of 
the immediate charge of the amount to surplus regard the amount as 
being a payment for the privilege of terminating a contract which has 
become unprofitable. Upon this view, no par t thereof can properly 
be charged to a period subsequent to the ret irement of the issue. 
T h e advocates of carrying forward the amount and distributing 
it over a period subsequent to the refunding, interpret the transac-
tion differently. They regard the amount as being, rather, the price 
of an option to refund the issue if and when refunding seems profitable. 
T h e proper view of the course of events, they contend, is somewhat 
as follows: 
An original issue of bonds is normally made with a view to the ex-
pendi ture of the proceeds for a specific purpose or purposes. Whether 
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the expenditure is justified often depends largely on the cost of the 
money. By the creation of a bond issue, the maximum cost of the 
money becomes fixed for a substantial period of years (corresponding, 
perhaps, with the term necessary for the amortization of the expendi-
tures to be made f rom the proceeds). I t is, however, usual and prudent 
to include in the contract an option to enable the borrowing corpora-
tion to anticipate the maturi ty if it finds it possible to refund the obliga-
tion a t a lower cost, either as the result of a favorable change in interest 
rates or as the result of its own improved credit. 
Of course, some payment has to be made for this privilege; broadly 
speaking, this price is represented by the unamort ized discount and 
premium here under consideration. Continuing the line of reasoning, 
it is argued that the cost of money over the entire period of the original 
issue is affected by the terms of the original contract, and tha t if the 
cost of anticipating maturi ty is incurred, it is only because it is ad-
vantageous to do so; if the saving over the unexpired term of the old 
bonds will exceed the amount of unamort ized discount and premium 
to be disposed of, the amount may properly be spread over tha t un-
expired term. I t seems to this committee tha t this argument has sub-
stantial merit and that the mode of thought which it reflects is one tha t 
is gaining increasing acceptance. 
I t is possible tha t the advantages of refunding may lie not in a lower 
cost of money but in improvement of other conditions attaching to the 
issues. I t nevertheless remains true tha t the refunding will rest upon 
comparisons made for the remaining period of the old bonds and tha t 
such cases therefore do not change the above conclusions. 
(8) Practical considerations 
If the unamort ized discount and redemption p remium are written 
off when refunding is effected, an abnormal charge against income or 
earned surplus is created. This, as already pointed out, results in a dis-
tortion of the income account, whether the amount is charged off 
wholly against income in the year in which refunding takes place or 
whether it is charged to surplus, in which case it at no time passes 
through the income account of any year. 
Moreover, the resulting charge to income or earned surplus may in 
some cases exhaust the available surplus and produce results that are 
inequitable. Holders of preferred stock may have a just cause for 
complaint if a refunding takes place which will have a beneficial effect 
on the earnings available for the common stock and yet the accounting 
t reatment is such as to exhaust the surplus and make it illegal, tempo-
rarily, to pay dividends on the preferred stock. 
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(9) Decisions of courts and commissions 
The leading case in which the question was considered was that 
of Great Western Power Company of California v. Commissioner of Internal 
Revenue (297 U. S. 543), decided by the Uni ted States Supreme Court 
on M a r c h 16, 1936. (See Appendix A.) There, the court had before it 
two questions. One related to an exchange of bonds pursuant to the 
provisions of the contract under which previously outstanding bonds 
had been issued—the other related to retirements of other bonds 
in the same category in cash f rom funds which it appears were raised 
by a refunding issue. 
O n the first point, it held that the unamort ized discount should be 
spread over the life of the new bonds issued in exchange for the other; 
on the second point, it decided tha t the unamort ized discount was a 
loss in the year in which the retirement of the old bonds took place, 
saying, " I t has accordingly been held that where an issue of bonds is 
retired for cash, whether the cash be obtained by the sale of a new issue 
or not, the items in question are deductible in the year of re t i rement ." 
This, it is true, was a tax case and the decision on the second point 
turned largely on the fact that regulations, providing tha t the unam-
ortized discount on bonds became a deductible loss when the re-
tirement took place, had been issued by the Treasury and that Congress 
had re-enacted substantially the same provisions of the law with the 
knowledge of the existence of these regulations. These regulations 
were not, however, based on any express provision of the law, but 
on the interpretation by the Commissioner of an act which provided 
that losses should be deducted when actually incurred and that the 
re turn should be made in such a way as fairly to reflect income. 
Therefore, although this is a tax case, the decision would seem to have 
more application to accounting in general than tax cases ordinarily have. 
The at t i tude of regulatory bodies may be illustrated by reference 
to the t reatment prescribed in the uniform system of accounts issued 
by the Federal Power Commission and the National Association of 
Rai lroad and Utility Commissions. T h e regulations call for the im-
mediate charge of unamortized discount and redemption p remium to 
surplus or, as it is sometimes termed, profit and loss. They, however, 
provide tha t where debt ret irement is effected through refinancing 
and the utility desires to amortize the discount and premium over a 
period subsequent to the date of the refinancing, it may do so provided 
tha t the permission of the commission is obtained, and in practice 
such permission seems to be freely granted. 
In judging the weight to be at tached to these provisions, it should 
be borne in mind, first, that the commissions occupy a special relation 
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to utilities and consumers such as does not exist in general industry; 
and, secondly, that these commissions have in the past permitted the 
anticipation by charges to profit and loss of discount on bonds out-
standing, which discount would otherwise become a charge against 
the income of subsequent years, a practice which as already indicated 
(paragraph 3) the committee regards as now being contrary to sound 
accounting rules. The consideration of balance-sheet conservatism 
has clearly weighed heavily with commissions. 
(10) The alternative of spreading the unamortized discount and redemption 
premium over the life of the new issue 
This alternative seems to the committee to be the one most open 
to objection. I t cannot be justified under the rule tha t cost may be 
spread over the period during which the benefit therefrom may be 
presumed to be accrued. In our illustrative case, it is clear tha t a 
benefit will accrue over the first fifteen years of the new issue, during 
which time it will be replacing the previous outstanding issue. Dur ing 
this period the annual cost of money under the old contract, had that 
remained in force, would have been: interest—$500,000; discount 
amortization—$13,840; together—$513,840. After the refinancing, 
the cost would be: interest—$350,000; charge for unamort ized dis-
count on old bonds—$13,840; charge for redemption premium on 
refunding—$33,333; total—$397,173. 
When, however, the final ten years of the new issue are considered, 
it is apparen t that there is less evidence to justify the assumption that 
a benefit f rom the financing will result in tha t period. T h e benefit, if 
any, must be the difference between the 3 ½ % payable for those ten 
years on the refinancing issue now made and the rate of interest tha t 
would have to be paid on a new borrowing effected at the original 
matur i ty date of the old issue. I t is impossible to foresee the interest 
rates for any such period, and there is therefore no ground for assuming 
tha t a benefit will result therein. T h e t ru th of this statement is strik-
ingly illustrated by current refinancing of refunding bonds issued 
within the last few years. 
In the second place, there is no logical relationship between the 
amount of the unamort ized discount on the old issue and the term of 
the new issue. 
Thirdly, it is unconservative f rom both the balance-sheet and the 
income standpoint to carry forward par t of the unamort ized discount 
and redemption premium over the longer period. 
Finally, as a practical mat ter the t reatment of the unamortized 
bond discount or redemption premium on the old issue as a charge 
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over the life of the new issue results in an understatement of the 
annual cost of money after refunding and dur ing the remainder of the 
term of the old issue. Consequently, the adoption of this procedure 
tends to encourage the consummation of transactions which are not, 
in fact, advantageous to the corporation. 
An argument by which this method is sometimes supported is tha t the 
expense of retiring the old issue is a par t of the cost of the new transac-
tion. This argument seems to the committee to be fraught with danger. 
In view of all these considerations and of the desirability of narrow-
ing the range of choices in the t reatment of the expense here under 
consideration, the committee feels that this alternative should not be 
regarded as an acceptable accounting procedure. 
T h e committee is aware that the method has been very generally 
authorized by regulatory commissions in the case of public utilities. 
I t feels, however, first, that a special relation exists between utilities 
and consumers which makes precedents in this field of doubtful 
validity in other fields where no such relationship exists; second, tha t 
the authorization of the use of this method by commissions has usually 
been based either on an assumed expediency or on an inadequate 
analysis of the problem. 
T h e committee, of course, recognizes that this t reatment must be 
regarded as acceptable in those cases in which it has been expressly 
ordered or approved by a regulatory body to whose jurisdiction the 
accounting corporation is subject. I t is fur thermore contemplated 
that , if the debt is to be paid off through a new issue with a term less 
than tha t of the old issue, the amortization should be completed over 
the shorter period. 
(11) The alternative of writing off unamortized discount and redemption 
premium on refunding over the remaining life of the issue refunded 
This method seems to be free f rom the objections discussed in the 
preceding paragraph. T h e serious arguments against it are, (1) tha t 
it results in a balance-sheet tha t is not as conservative as is desirable; 
(2) that the cost of retirement is more correctly regarded as the cost 
of terminating an agreement which has become disadvantageous than 
as a par t of the cost of making a more advantageous arrangement for 
the unexpired term of the old agreement. 
(12) The alternative of charging off the unamortized discount and redemption 
premium immediately against income and earned surplus 
T h e arguments for and against this method have been indicated in 
the foregoing discussion (paragraph 8). I t results in a conservative 
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balance-sheet and historically finds more support in legal decisions, 
commission regulations, and accounting theory than any other 
method. T h e objections to it are tha t it results in a distorted or un-
conservative income account; that under it, when interest rates fall 
and refunding becomes advantageous, a charge to surplus is created 
if the opportunity is availed of, a charge which would not arise other-
wise. In some cases this charge may extinguish or so reduce surplus 
as to make the payment of dividends illegal, with a resulting hardship 
on holders of senior securities. Thus, the adoption of this alternative 
may tend to discourage transactions which are desirable f rom every 
standpoint or to encourage undesirable transactions. In other cases, 
in order to avoid such a result, the charge may be made to surplus 
account, thereby creating a deficit, and that deficit may be extin-
guished by a capital readjustment. In this way the practical result 
may be much the same as if the charge had been made in the first 
instance against capital surplus, a procedure which is generally re-
garded as unacceptable. 
(13) Conclusion 
The conclusion reached by the committee is that either immediate 
writing off or amortization over the term of the old issue must today 
be regarded as acceptable accounting practice. T h e existence of the 
two alternatives is not to be construed as a reflection on accounting or 
accountants. I t arises f rom a difference of opinion as to the relative 
weight to be at tached to different objectives and reflects a conflict 
between two modes of thought. I n the opinion of the committee, there 
is a definite trend of opinion towards procedures which emphasize 
the income account rather than the balance-sheet and which bring 
costs into the income account of some year or years under the ap-
propriate head rather than directly into surplus. 
The t reatment of unamort ized discount and bond redemption on 
refunding as a charge over the unexpired term of the old bonds seems 
to be that which conforms most closely to this tendency, and if this 
tendency continues it may well become the preferred or required 
method of treatment. At the present time, however, the method of 
writing off the unamort ized discount and bond premium to surplus 
upon retirement (whether bonds are retired through refunding or 
otherwise) has too much support in accounting theory and practice 
and in the decisions of courts and commissions for the committee to 
recommend that it should be regarded as unacceptable or inferior. 
T h e committee therefore recommends that either of these two 
methods should be regarded as permissible and that no qualification 
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of a certificate to accounts should be deemed to be called for when 
either is employed. In the committee's opinion, however, exception 
should be taken to spreading the item over the life of the new bonds, 
except that spreading the amount over the life of the new issue must 
be accepted as permissible in any case in which that t rea tment has 
been authorized or prescribed by a regulatory body to whose jurisdic-
tion the accounting corporation is subject, or has been adopted by 
the company prior to the publication of this pronouncement. Charging 
the amount to capital surplus is also, in the committee's view, un-
acceptable. 
(14) Acceleration of amortization 
T h e question has been raised whether it is permissible to spread 
unamort ized discount and redemption premium over a period sub-
sequent to refunding which is shorter than the unexpired term of the 
old issue. Earlier in this statement the committee has expressed the 
opinion tha t anticipation of the systematic charge for amortization of 
discount on bonds still outstanding is, in principle, scarcely more 
justifiable than the anticipation of future interest charges. 
The same considerations do not seem to apply to the question of 
acceleration of the amortization of discount and premium on bonds 
which have been refunded. Such acceleration may be regarded as a 
middle course between two alternatives (immediate writing off and 
spreading over the life of the old issue), each of which is acceptable, 
and, therefore, as being itself permissible. Indeed, it might not un-
fairly be claimed that this method achieves in the highest practicable 
degree the desirable result of producing a conservative balance-sheet 
without resorting to surplus charges or distorting the income account 
for a single year. T h e committee feels, therefore, that such acceleration 
should be permitted, provided the charges are made against income 
and are not so large as seriously to distort the results presented for 
any particular period. 
(15) Minor points 
a. In this discussion it is assumed tha t the annual charge for 
interest and amortization (including amortization of both discount 
and premium on the old issue and discount on the new issue) during 
the period f rom refunding to maturi ty of the old issue will be less than 
the charge that would have existed had the refunding not taken 
place. This, of course, will normally be the case, since only in such 
circumstances will refunding be likely to take place. 
b. If unamort ized discount and redemption premium on bonds 
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refunded is being carried forward and the debt is subsequently re-
tired otherwise than by refunding, the amount of unamortized dis-
count and redemption premium not theretofore written off should 
immediately be charged to income or, if the amount is so large tha t 
it would seriously distort the income for that year, to earned surplus. 
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Bibliography 
ANDERSEN, ARTHUR , "Present-Day Problems Affecting the Presentation 
and Interpretation of Financial Statements," Journal of Accountancy, 
November, 1935, p. 342; Students' Department, Journal of Accountancy, 
November, 1928, p. 389. 
BROAD , S. J., "Cooperation with the Securities and Exchange Commission," 
Journal of Accountancy, August, 1938, p. 86- referring to letter of Institute's 
special committee on cooperation with the Securities and Exchange 
Commission, written January 26, 1937. 
CRANSTOUN, W. D., "The Commentator," Journal of Accountancy, March, 
1939, p. 180. 
FEDERAL POWER COMMISSION, "Uniform System of Accounts Prescribed for 
Public Utilities and Licensees," Balance-sheet Accounts, instruction 6 E., 
p. 14. 
KLUG, V . C . , "The Accounting Treatment of Unamortized Discount and 
Premium in Utility Refunding Operations," The Journal of Land and Public 
Utility Economics, November, 1936, pp. 412-414. 
MACFARLAND , G. A . ; AYARS , R. D., Accounting Fundamentals (New York, 
McGraw-Hill Book Co., Inc., 1936), p. 408. 
NATIONAL ASSOCIATION OF RAILROAD AND UTILITIES COMMISSIONERS, " U n i -
form System of Accounts for Electric Utilities," Balance-sheet Accounts, 
instruction 6 E., p. 14. 
PATON , W. A., Essentials of Accounting (New York, Macmillan Co., 1938), p. 
738; ed., Accountants' Handbook (2nd ed., New York, The Ronald Press Co., 
1932), p. 901. 
SANDERS, T . H . ; HATFIELD, H . R.; MOORE, UNDERHILL, A Statement of 
Accounting Principles (New York, American Institute of Accountants, 1938). 
SECURITIES AND EXCHANGE COMMISSION, Accounting Series, Release No. 10. 
SHANAHAN, W . M . , "Accounting for Bond Discount and Expense Applicable 
to Refunded Issues," Certified Public Accountant, September, 1935, p. 543. 
Court Decisions: 
Great Western Power Company of California, Petitioner, v. Commissioner of Internal 
Revenue; 297 U. S. 543. 
Helvering, Commissioner of Internal Revenue, v. California Oregon Power Company; 
75 F. (2d) 644. 
Helvering, Commissioner of Internal Revenue, v. Central State Electric Corporation; 
76 F (2d) 1011. 
Helvering, Commissioner of Internal Revenue, v. Union Public Service Company; 
75 F (2d) 723. 
Helvering, Commissioner of Internal Revenue, v. Union Pacific Railroad Company; 
293 U. S. 282. 
22 
Unamortized Discount and Redemption Premium on Bonds Refunded 
Public Utility Commission Decisions; 
Re Pacific Gas & Electric Company (1935), 39 California R.C.R. 409. 
Re California Water Service Company (1936), 16 P.U.R. (N.S.) 50. 
Re Granite State Electric Co. (1937), 20 P.U.R. (N.S.) 382. 
Re Southern California Edison Co. (1938), 25 P.U.R. (N.S.) 49. 
Re Monrovia Telephone and Telegraph Co. (1927), 30 California R.C.R. 735. 
A P P E N D I X B 
On page 14 the amount of premium to be considered at the time of refunding 
was computed to be $757,000. In the details of the illustrative case given on 
page 12, the unamortized discount and expense on the books of the company 
at the time of refunding was $207,600 and the premium to be paid upon re-
tirement of the old issue was $500,000, a total of $707,600. The difference is 
due to the fact that discount and expense were amortized by the effective-
rate method in making the computations on page 14 and by the straight-
line method in the description of the illustrative case as given on pages 11 
and 12. 
The committee does not desire to widen the scope of this statement by 
discussing current practice in the amortization of bond discount in detail. 
It recognizes, however, that the method commonly followed of writing off 
bond discount by equal instalments over the term of the issue is open to criti-
cism as an oversimplification both of the underlying theory and of the appli-
cation thereof. The effective-interest method of writing off discount some-
times employed is open to the first of these criticisms, if not to the second.* 
The justification of the straight-line method lies in its practicability and in its 
conservatism; a more refined analysis would usually result in lower charges to 
income in the early years of the life of a bond issue and correspondingly 
larger charges in the later years. The almost universal use of this method may 
be regarded as a striking indication of the importance attached to simplicity 
and conservatism in present-day accounting. 
Nor does the committee deem it opportune to discuss the theoretical sound-
ness and practicability of adopting an alternative treatment of bonds which 
would recognize in some respects the nominal character of the terms "princi-
pal" and "interest." If accounts were used only by accountants, there would 
be much to be said in favor of treating liabilities as negative assets and apply-
ing to them a principle analogous to that of historical cost and amortization 
commonly applied to assets. Under this procedure, on the issue of a bond only 
the net proceeds thereof would be recorded as a liability, and by a process 
which would be the converse of amortization this liability would gradually 
be written up through charges against income to the amount ultimately 
payable. 
It is historically interesting to note that an accounting method which took 
cognizance only of the proceeds of obligations when sold was adopted in 
English railroad accounting in the middle of the last century, and that not-
withstanding the influence of English investors in American railroads the 
practice never extended to this country. 
* "The Movements of Interest Rates, Bond Yields, and Stock Prices in the U. S. 
since 1856," Macaulay, Frederick R. National Bureau of Economic Research, New 
York, 1938. Cf. pp. 29 et seq. 
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APPENDIX C 
Those who are interested in pursuing the matter further will perhaps find 
consideration of the marginal case the most useful approach. Thus, assume 
in an illustrative case that at the end of ten years a refunding is effected by 
issuing at par bonds in the amount of $10,500,000, having a coupon rate of 
4.54% and serial to the extent of $500,000, in such a way that the payments 
of interest and principal together will be exactly the same on the new issue as on 
the old. The company is no better or worse off than before (except perhaps 
that the character of the new issue is more favorable, e.g., debentures instead 
of mortgage bonds). 
This illustration perhaps presents the case for carrying forward the un-
amortized discount and redemption premium over the life of the old issue 
at its strongest. It also points the defect of the proposal to spread that discount 
and premium over the life of the new bonds. For assume next a modified case 
in which the payments up to the maturity date of the old issue are the same, 
but that the principal sum of $10,000,000 is extended for a further fifteen 
years on a 4.54% basis on which the whole new borrowing is effected. Then if 
the discount and premium on the old issue are spread over the whole twenty-
five years, the result will be that the total charge against income in the first 
ten years will be less than if no refunding had taken place, and the charge for 
the final fifteen years will be in excess of 4.54%. 
The statement entitled "Unamortized Discount 
and Redemption Premium on Bonds Refunded'' was 
adopted by sixteen affirmative votes received by August 
17, 1939. On that date votes had not been received 
from four members of the committee. Professors W. A. 
Paton and Roy B. Kester dissented. 
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